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US FISCAL ADJUSTMENT AND FURTHER DOLLAR DECLINE
REQUIRED TO CURB RISING US EXTERNAL DEBT

Washington, DC—In the absence of US fiscal adjustment and a further correction of the dollar, the current
account deficit is headed to $1.2 trillion by 2010 (7% percent of GDP) and net US foreign liabilities to
about $8 trillion (50 percent of GDP). Although the rising trade deficit and associated borrowing from
abroad were benign in the late 1990s when the additional foreign resources were going toward more
investment, they are now financing a decline in personal saving and rise in the government deficit. The
rising imbalance will increasingly put the US economy—and hence the world economy and especially
developing countries—at risk.

The dollar needs to decline by as much as another 20 percent, and the fiscal deficit needs to be
eliminated, to bring the current account deficit down to a sustainable 3 percent of GDP—which would
keep net foreign debt from rising beyond 50 percent of GDP. Asian currencies that have not yet ap-
preciated significantly against the dollar, especially the Chinese renminbi, will need to rise sharply, and
central banks should stop intervening to prevent this rise. An “Asian Plaza Agreement” may be needed
to coordinate these currency adjustments.

If continued for two decades, the present trajectory would place the US current account deficit
at 14 percent of GDP and net foreign debt at 135 percent of GDP by 2024. Some form of major crisis
would occur well before then, as foreign investors lose confidence and US protectionist pressures in-

creasingly get out of control. The longer the adjustment is delayed, the greater will be the future cutback



imposed on US households’ living standards, and the more damage could be done to the global economy
from a wrenching adjustment involving high interest rates and US recession, and perhaps a major out-
break of trade protectionism. For the poorest among the developing countries, especially in Africa, a
wrenching global adjustment could more than offset the gains from recent debt relief and pledges for
more aid.

These are the central conclusions of The United States as a Debtor Nation by William R. Cline, a
new study published today by the Institute for International Economics and the Center for Global Devel-
opment.

The United States has already swung from the world’s largest creditor to debtor nation, from net
foreign assets of +11 percent of GDP in 1970-75 to —22 percent by 2004 (chapter 1). A surprising num-
ber of other industrial countries have also followed such a trajectory, including the United Kingdom and
the Netherlands, and industrial countries with falling net assets have tended to have higher growth. So to
some extent the rising net debt can be associated with higher US growth.

Moreover, special features of US foreign assets and liabilities have provided favorable offsets to
the growing indebtedness (chapter 2). The United States owes external debt denominated in dollars but
holds foreign direct investment and portfolio assets in foreign currencies, so when the dollar depreciates
there is a windfall gain as assets rise in dollar value but debt remains unchanged. Without this valuation
benefit as the dollar fell in 2002—-04, US net foreign liabilities would have already reached 30 percent of
GDP.

More importantly, rates of return on US direct investment abroad are persistently about 4% per-
centage points higher than on foreign direct investment in the United States. This differential has gener-
ated a large capital income surplus even though the stock of direct investment is about the same on both
sides (at about $3 trillion). As a result, overall capital income has remained in surplus despite large net
external liabilities. Cline proposes “capitalized net capital income” (CNCI) as a better measure of the
burden of net foreign liabilities, and by this measure the United States was still a small net creditor (+7
percent of GDP) in 2004.

Unfortunately, the special valuation and rate of return advantages are not enough to stem the
tide of rising net economic liabilities in the face of a large and rising current account deficit. The United

States is on the verge of becoming a net debtor nation even in terms of capitalized net capital income,



and the future path is just as adverse on this measure as on the traditional (accounting) net international
investment position (NIIP).

Cline develops two alternative models to project the US current account deficit and net foreign
assets (chapter 3). He finds that, after a lag, a decline of the dollar by 10 percent generates an improve-
ment in the current account balance by 1.4 percent of GDP. An extra percentage point of foreign growth
for one year, or 1 percentage point lower US foreign growth for one year, or a sustained 1 percentage
point lower interest rate, each have a favorable impact of about 0.4 percent of GDP on the current ac-
count by the third year. The ideal adjustment would involve a further rise of foreign currencies against
the dollar by about 20 percent and modest acceleration of foreign growth, which would cut the 2010
baseline current account deficit by about half.

Cline carefully analyzes the relationship between the fiscal deficit and the current account deficit
(chapter 4). Although the two have by no means been “twins,” he shows that much of the potential cor-
rective effect of dollar depreciation will be frustrated without a reduction in the fiscal deficit. The current
account deficit is the excess of resource use over domestic resource availability, and government “dis-
saving” acts as a siphon, drawing on foreign resources. Dollar depreciation without fiscal correction will
mainly boost interest rates and thereby bid the dollar up again.

Cline challenges recent Federal Reserve analyses that have downplayed the importance of fiscal
adjustment to achieving external adjustment. He suggests that, instead of a 20-cent or smaller reduction
in the external deficit for each dollar of fiscal adjustment, the proper estimate is probably about 50 cents.
If there is an accompanying exogenous decline in the dollar, the relationship can reach 100 cents on the
dollar.

Cline recognizes the role of falling private saving in prompting the US external deficit but
argues that there is no reliable policy instrument for boosting private saving. He also takes issue with
the recent argument that a “global saving glut” resulting from a decline in investment in East Asia and
Latin America is the root cause of the US external deficit. He shows that this influence would have been
expected to erode the US external balance by only 0.7 percent of GDP instead of by about 4 percent of
GDP since 1997. He points to a much simpler explanation: The “smoking gun” of a collapse in the US
fiscal balance from a surplus of 2.4 percent of GDP in 2000 to a deficit of 3.6 percent of GDP in 2004.

The tax cuts alone caused a structural fiscal erosion of 2.6 percent of GDP.



He examines the evolution of the debate on whether the US current account imbalance is a seri-
ous problem, both among policymakers and in the academic literature (chapter 5). After reviewing past
near-crises in 1979 and 1987, he suggests that a “hard landing” from a surge in interest rates and result-
ing recession still remains less than likely but will become more probable as the current account deficit
continues to rise.

Cline emphasizes the importance of a smooth adjustment for the rest of the world. He notes
that in recent years the rising US external deficit has been a major source of demand for developing
countries and emphasizes that they will need to reorient their growth toward domestic sources as the
US deficit is adjusted. He cites the weak global performance during the largest previous episode of US
external adjustment as underscoring the importance of this point. Growth of non-G7 countries fell from
5.2 percent in 1987 to 2.5 percent in 1991-92 as the United States eliminated a current account deficit of
3.4 percent of GDP. If the United States delays external adjustment until it is forced, the result is likely
to be recession and high interest rates, which would damage developing-country exports and boost inter-
est payments on their external debt.

Cline concludes with recommendations to achieve external adjustment with growth (chapter 7).
He examines the country profile of currency realignments needed to accomplish an overall foreign real
appreciation against the dollar by about 40 percent from the 2002 average, or a further 20 percent from
January—May 2005 average, taking account of the current account position of each country. He finds
that, whereas the euro has completed most of the “optimal” appreciation above the 2002 base, Japan has
carried out far less, and several key Asian economies have completed almost none of the desired ex-
change rate realignment (including especially China but also Hong Kong, Taiwan, Malaysia, Singapore,
and others). He emphasizes that the size of the trade-weighted overall appreciations of foreign curren-
cies would typically be substantially less than their real appreciations against the dollar because these
nations’ other trading partners would also be appreciating their currencies against the dollar. Even so,
the real trade-weighted appreciations would be on the order of 15 to 20 percent or more for a number of
key countries.

Cline calls for Asian and other central banks to cease intervening in the exchange markets and
accumulating massive amounts of dollar reserves to permit the market to begin to make the needed

exchange rate corrections. He also suggests, however, that an Asian Plaza Agreement to coordinate



exchange rate realignments in that region may be necessary given the reluctance of any country in isola-
tion to appreciate sharply and lose competitiveness. Such a coordinated realignment could appropriately
accompany a large one-step revaluation of the Chinese renminbi. For the United States to have its own
house in order as its contribution in such an international adjustment package, US authorities would
need to have in hand a credible program to eliminate the fiscal deficit by 2010. At present, in contrast,
the realistic baseline for the fiscal deficit is continuation of the deficit at about 3% percent of GDP
through 2010 and beyond, even without including reconstruction costs from Hurricane Katrina.

Finally, Cline suggests that if market-based and voluntary policy adjustments fail to achieve the
needed exchange rate realignments, the United States may find it necessary to pursue countervailing
duties against countries refusing to permit their currencies to appreciate, within the framework of WTO
provisions that exchange rate practices should not “frustrate” GATT commitments and supported by

IMF principles that countries not “manipulate” exchange rates.
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